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The events and happenings which affect a firm form the basis for the informa-
tion found in financial statements and represent a continuum that defies easy 
partitioning or classification. In like manner, enterprise goals are never finally 
achieved and cannot be definitively evaluated prior to its dissolution. Never-
theless, evaluations and estimations concerning an entity must be made con-
tinually, and information useful for this task needs to be supplied periodically. 
The relevant question deals with how to organize, classify, and partition 
the interrelated and continuous activities of an enterprise so that they can be 
reported in various financial statements, especially the balance sheet and 
the income statement. The prevailing view is that all enterprise activity 
which results in favorable or unfavorable consequences during a given period 
shall, to the extent that these consequences are recognized, be reported in 
the income statement. Favorable or unfavorable consequences are described 
in these statements as increases or decreases in the net assets of the firm. 
As a result, the income statement presently reports all recognized changes 
in the net assets of the firm apart from incremental equity investments or 
disinvestments. Accounting theories and theorists, of course, differ as to 
what changes in net assets should be recognized—transaction based changes 
(historical cost), exit value changes, current cost changes, and so forth. But 
as far as we are aware, all accounting theorists agree that the accounting 
income of a firm should be the aggregate of all recognized value changes. 
All events that produce recognized value changes, therefore, are reported 
in the income statement. These same events and these same value changes, 
as well as events considered neutral in terms of value changes, are also 
reported in the balance sheet. Sales and cost of goods sold, for example, 
are part of the income statement and the effect of these events on inventory, 
receivables, and retained earnings is also reported in the balance sheet. 
The two statements are said to articulate and thus in some sense are redun-
dant, since all events reported in the income statement are also reported in 
the balance sheet, although from a different perspective. 
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In a sense then, events are currently partitioned in terms of their favor-
able or unfavorable consequences. This is consistent with the economic 
notion of well-offness. In the period that changes in well-offness are recog-
nized, the events interpreted to have produced such changes are reported 
in the income statement. These events, as well as events that have not (as 
yet) produced recognized changes in well-offness, are reported in the bal-
ance sheet. 
Is this type of partitioning or classification necessarily optimal in terms 
of financial statement objectives? The answer depends on what user needs 
are and what information best fulfills these needs. In this paper it is assumed 
that decision-makers interested in a firm, like decision-makers interested in 
any economic asset, are essentially concerned with the net cash expected to 
be generated by that asset. In the case of an asset which has an assumed 
indefinite life, such as a firm, the primary predictive problem centers around 
estimating the on-going relationship between cash outflows and resulting cash 
inflows over an indefinite time horizon. It is this relationship that has been 
defined elsewhere in this volume as the cash generating ability of a firm. 
In order to make such predictions, it is also assumed that users essentially 
1. Examine the long-run relationships of past cash inflows and outflows. 
2. Attempt to identify present factors that would occasion changes in such 
relationships. 
3. Examine future prospects and plans in terms of how these would likely 
affect future cash flow relationships. 
Because of the particular nature of financial statements, it is paradoxical 
but true that these financial statements are better suited for phases 1 and 3 
of the predictive process described above than for phase 2. Financial reports 
are structured and take time to prepare. They are not the ideal medium for 
communicating fresh news. By the time financial statements are issued, it 
is likely that the fresh news will already have been reported via other informa-
tion channels. Financial statements have a comparative advantage for pro-
viding a framework involving relevant past relationships and contemplated 
future relationships. While this framework enhances the user's ability to 
evaluate and analyze the significance of current happenings, it does not 
emphasize either the description or evaluation of fresh news. Financial 
statements cannot describe fresh news because they are not produced on a 
timely basis. Financial statements are not suited for evaluations of fresh 
news because the significance of news is interpreted differently by each user 
in terms of his own preferences. 
The above are only assumptions, but they appear to be logical and 
to support what has been defined as a cycle approach to the partitioning of 
economic events in accounting statements. Under this view, cycles of events 
are classified in terms of whether they are complete, incomplete, or contem-
plated in terms of cash generation. Separate statements should describe 
information about each of these cycles. This view essentially envisions 
partitioning of events on a cash generating project basis. Events that are 
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part of a completed project would be reported in a statement similar to the 
present income statement; events that are part of an incomplete project would 
be reported in a statement similar to the present balance sheet, and contem-
plated projects would be reported in a budget or forecast statement. 
Establishing when a project is complete in terms of cash generation 
is not a simple matter. An enterprise engages in many kinds of projects or 
investments. These investments vary in duration—some are completed in a 
few days and some extend over a protracted period of time. Investments 
also vary in terms of whether the investment goal is directly or indirectly 
related to cash generation. 
The investment in one unit of merchandise inventory is part of a project 
directly related to cash generation. The project essentially consists of a 
cash purchase to be followed by a cash sale. At the other end of the spectrum 
in complexity is the purchase of a building that could be used for manufac-
turing. The purpose of the building is to house machinery which is employed, 
along with labor inputs, to convert raw materials to finished goods that are 
intended to be sold. In this example, many projects are interrelated: the 
purchase and use of plant, the purchase and use of machinery, the purchase 
and use of raw materials, the purchase of labor services, the undertaking of 
an advertising campaign, and many more. In a complex situation of this 
type, when is a project or series of projects defined to constitute a completed 
cycle for reporting purposes? It might be suggested that such a cycle is 
complete only when the longest lived project is complete, that is, when the 
plant is sold and when all goods produced in the plant have been sold. But 
at that time, of course, other related projects might be under way, such as 
machinery purchases, advertising campaigns, the purchase of goods, etc. 
Therefore, during the life span of the enterprise, all series of projects can be 
considered incomplete. An extreme conclusion could be reached that no 
project and no cycle is complete before all projects are considered complete 
and that the only completed cycle of an enterprise is its total life cycle. 
According to that view, of course, dissolution of an enterprise would be the 
only appropriate time for rendering accounting reports based upon completed 
cycles. 
The preceding definition of completed projects would not be very useful. 
Alternatively, a cycle can be defined as complete whenever a realized sacri-
fice-benefit relationship is established. This definition is more useful. A 
cycle is defined as complete whenever an actual or highly probable cash 
inflow (realized benefit) has occurred and all sacrifices related to that inflow 
represent either actual or highly probable cash outflows. Essentially then, 
a cycle is considered complete whenever the cash consequences of a series 
of activities are predictable with a high degree of confidence. 
Obviously this definition of completed cycles is not free from measure-
ment difficulties primarily because of the jointness of sacrifices and/or 
benefits. Inventory, for instance, is often bought in lots, and a realized sacrifice 
is made for the lot rather than for individual units. Nevertheless, a cycle is 
defined as complete whenever a unit is sold, even if others remain unsold. 
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Similarly, a sacrifice is made for a plant as a whole. The plant, as in the 
case of an inventory lot, can be considered as a collection of units or assets. 
Services of the plant during each period may be considered as an individual 
asset; a cycle is completed when some but not all of these individual assets 
are utilized. The completed cycle notion, therefore, is not free of measure-
ment and allocation problems. However, it does restrict income statement 
events to those actions where all cash consequences have occurred or are 
predictable even though the measurement of these consequences may 
involve subjectivity and allocation. 
The balance sheet, under this partitioning scheme, should report the 
relationship between actual and potential cash consequences of events that 
are part of incomplete cycles. Assets should in most instances be described 
both in terms of the realized sacrifice necessary to obtain the asset and the 
potential benefit expected to be gained as a result of acquiring the asset. 
Liabilities should in most instances reflect the past benefit obtained and the 
future sacrifice demanded as a result of the liability. Some assets and lia-
bilities, however, such as cash and accounts receivable and payable, repre-
sent realized rather than potential benefits and sacrifices. These benefits and 
sacrifices have already been realized because they represent actual or highly 
probable cash receipts or disbursements. These assets and liabilities never-
theless can be considered as part of incomplete cycles. Continuity of opera-
tions implies that realization defines both the end of one cycle and the 
beginning of the next. The total of net realized liquid assets, to the extent 
that they are held and not distributed, reflects the start of another incomplete 
cycle. 
If events are partitioned in this manner, the financial statements would not 
articulate but rather would report distinctly different information. Information 
about changes in value, prospects or plans, for instance, has no place in 
the completed cycles statements but would be communicated either in the 
incomplete or contemplated cycles statement. This is thought to be of more 
utility than existing partitioning schemes. 
The existing partitioning schemes either advocate that all value changes 
be reflected in accounting income (fair or current value schemes) or they 
reject the reporting of any value changes except those that result from trans-
actions (historical cost). The fair value approach does not recognize that 
different kinds of value changes relate in different ways to the assessment 
of cash generating ability; further, this approach does not provide for struc-
turing the information in terms of pertinent benefit-sacrifice relationships. 
Value changes of specific assets impact differently on potential cash 
generation. The change in the exit value of an asset held for sale, for 
instance, may be directly related to changes in potential cash generation. 
Changes, on the other hand, in the exit value of specialized assets held for 
use may have only a very remote impact, if any, on cash generation. The 
impact of changes in entry value (current cost) upon cash generation is also 
complex and will also vary with different assets and different management 
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plans. In any case, these value changes do not directly relate to or describe 
cash generation. An income statement based on such value changes also 
does not describe benefit-sacrifice or inflow-outflow relationships. If a firm 
acquires an asset at a cost of $100 and this asset increases in value to $120 
at the end of period 1, the income statement of that period would show $20 
income, but would not relate this income to any sacrifice. Therefore, no 
inflow-outflow or sacrifice-benefit relationship would be described in that 
period. In year 2, assuming that the asset is sold and that no further value 
changes occur, the revenue-expense description for that period would be 
$120-$120 and reflect zero income. Thus, the historical record which 
describes the relationships between outflows and inflows is masked and 
obscured, because data which describe potential cash realization are com-
mingled with data which describe realized cash generation. Such commin-
gling of data is not considered to be adequately responsive to users' needs. 
The present analysis suggests that it is the historical record which 
describes the relationships between outflows and inflows for many projects 
over many successive time periods which is utilized by investors as a basic 
framework for predicting the return (cash inflow) a firm is likely to experience 
as the result of making certain investments (cash outflow). The cash inflow-
cash outflow relationship for many projects over many successive time periods 
is apt to provide a better framework for predicting future relationships than 
one which incorporates different and possibly volatile value changes. 
Changes in current values can reflect information about the present, the 
here and now, that needs to be considered. However, as argued above, 
such information about the present is not well suited for financial statements. 
Current values are no longer current by the time they are communicated. On 
the other hand, the description of completed cash relationships retains utility 
to the extent that it is considered part of a predictive framework. 
The preceding discussion, however, does not imply that a historical 
record of value changes is not important and should not be reported. Value 
changes may indeed provide useful evidence concerning the likely prospects 
for activities presently underway, that is, the likely benefit which will result 
from the utilization of assets and the discharge of liabilities. By contrasting 
the sacrifice-expected benefit relationships reported in the balance sheet with 
the historical sacrifice-benefit relationships in the income statement, the user 
may be made aware of changed circumstances that he can utilize in his 
decision-making. 
Since value changes do provide useful information, even though they 
do not represent the totality of all useful information, they should be reported 
and not excluded from financial reports. Information about value changes 
that has an indirect impact on the potential cash generation of assets and 
liabilities currently held is utilized in a different manner from information 
about completed cash generating cycles. Therefore, the two types of infor-
mation should not be merged and aggregated in terms of a net income 
figure. They should be separately reported. If nothing else, defining the 
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income statement in terms of completed cycles will alert users to the fact 
that not all relevant information about a firm can be impounded in a single-
value bottom line figure. Clearly, to make informed judgments about an entity 
requires more than completed cycle information. On the other hand, attempt-
ing to incorporate in the income figure all value changes might give the 
impression to users that it is possible to make an absolute determination 
of the change in well-offness of an enterprise for a given period and to 
adequately quantify such a change by one single-dollar amount. 
The preceding analysis suggests the following: The partitioning of events 
on the basis of a cash generating project basis is necessary for disclosing 
useful information concerning enterprise earning power. In addition, financial 
reports should be structured on the basis of nonarticulated statements which 
separately reflect completed, incomplete and contemplated cycles. This 
approach highlights appropriate benefit-sacrifice relationships and is there-
fore optimal in terms of assumed user needs. 
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